This study contributes to the literature on company audits by examine the demand-side effects of the selection of industry-specialist audit firms and auditors; it does this by considering the impact of the agency problem that exists between controlling owners and minority shareholders. It is shown that the potential magnitude of the agency costs associated with interest entrenchment increases the demand for auditors whose audit quality is perceived to be higher with regard to the signaling role of audits, but decreases the probability of engaging individual specialist auditors who actually carry out higher quality audits with regard to substantial monitoring.
Introduction
The agency problem has existed between the management of a company and its stakeholders ever since the emergence of the concept of a -company‖. Due to information asymmetry, company managers receive first-hand information about the company, and it is they who decide what kinds of information, and how much of it, are released to stakeholders. Information asymmetry implies that stakeholders play a passive role in the flow of information.
Independent auditing is generally considered to be among the most important external governance mechanisms; in a sense, the auditor is the -gatekeeper‖ between a company and its stakeholders. With their specialist knowledge of an industry, auditors can certify whether or not financial accounts and disclosures are presented fairly, and for the management of any company, the choice of auditor has therefore always been an important matter. Previous authors also devote much attention to the selection of auditors (e.g., Francis As far as the signaling function is concerned, the selection of more reputable specialist auditors capable of providing higher-quality audits may add to the credibility of a company's financial statements, thereby reducing the cost of capital of that company. From this point of view, those companies that experience significant agency conflict may be more likely to engage specialist auditors in order to reduce agency costs. However, as far as a firm's reporting strategy is concerned, in the presence of agency conflict managers may also be disinclined to engage high-quality, specialist auditors who may be expected to be better placed to detect fraud or errors in financial reporting. Both DeFond (1992) 20 and DeFond and Subramanyam (1998) 21 suggest that companies' auditor choices are affected by their 1 The following factors have also been suggested to be important in choosing or changing auditor: earnings management (e.g., DeFond 20 By examining changes in auditor between 1979 and early 1983, DeFond (1992) find that short-term accruals are significantly negatively correlated with the selection of high-quality auditors. 21 DeFond and Subramanyam (1998) examine US companies that changed their auditors between 1990 and 1993 and find that discretionary accruals are income-decreasing during an auditor's final year and generally insignificant during the next auditor's first year. The authors therefore suggest that companies with more earnings management intentions are more likely to change their auditors. disclosure intentions. In this sense, a company's agency conflicts may also negatively affect its intention to engage specialist auditors. Dunn and Mayhew (2004) suggest that companies may not use industry-specialist auditors because they want to avoid excessive disclosure requirements. Agency conflict may therefore either increase the tendency of managers to engage high quality auditors in order to achieve a more favorable market position, or it may reduce the tendency to engage high quality auditors in order to reduce the likelihood of revealing financial fraud or mistakes. Although some authors have previously discussed the association between agency conflict and the demand for high quality audit, to date few authors have explored the relationship between the use of industry-specialist auditors and the real intentions of managers 4 , because the conflicting effects of the agency problem in the decision to engage high-quality auditors are difficult to distinguish.
The aim of the present study is to explore the influence of company agency conflict on the choice of specialist audit firms and auditors. We herein explore whether or not the choice of auditor reflects the real intentions of a company's management; in other words, while the agency problem exists, does a company's management engage with industryspecialist auditors or with other, non-specialist auditors? We also investigate the real intent of this choice of behavior by examining data relating to the engagement of specialist audit firms and auditors by companies to identify the real intentions of company managements in the unique setting of Taiwan.
Taiwanese regulations require audit partners' names to be disclosed in audit reports, which affords us the opportunity to examine the choice of specialist auditor at both firm and partner level. In Taiwan, audit partners accept business and assume liabilities separately, so the specialist knowledge and expertise is generally held by audit partners rather than audit firms per se. While most previous studies suggest that specialized audit firms appear to undertake generally higher quality audits, in reality not all audit partners that serve in specialist firms are specialists. Chin and Chi (2009) suggest that specialist audit partners have the most critical and direct effect on audit quality and demonstrate that in Taiwan, the likelihood of a differential restatement due to industry expertise is mainly attributable to specialist auditors rather than to specialist audit firms. We therefore propose that specialist audit partners practise with a higher -actual‖ audit quality, while specialist audit firms may have a higher -apparent‖ audit quality, and this implies that a client who chooses specialist audit partners is interested in -actual‖ audit quality while those who choose specialist audit firms are seeking an -apparent‖ audit quality. Furthermore, we expect the agency conflicts that arise from company ownership structures to affect the decision of a company on the engagement of specialist audit firms and auditors.
We use management control factors (e.g., management holdings and CEO duality), family control factors (e.g., the number of family board members, or ultimately family-controlled shareholders), and board structures (e.g., board size and control rights) to examine the association between companies' agency conflict and their choice of industry specialist audit firms and auditors. We expect agency conflicts to increase companies' demands for specialist audit firms that have -apparent‖ audit quality and to decrease their motivation to engage specialist auditors who have -actual‖ audit quality. The results of the present study support our hypothesis that agency conflicts increase companies' demands for specialist audit firms but decrease their demand for specialist audit partners. In other words, the potential magnitude of the agency costs associated with interest entrenchment increases the demand for auditors with higher -apparent‖ audit quality as far as the signaling role of audits is concerned, but decreases the likelihood of engaging specialist audit partners with a higher -actual‖ audit quality as far as substantial monitoring is concerned. However, we find no results in support of agency conflict that arises from family control rights.
The present study contributes to the literature on industry-specialist auditing by creating a setting in which to examine company demand-side effects of the choice between industry-specialist audit firms and specialist audit partners, by considering the impact of the company agency conflict between controlling owners and minority shareholders. Most previous studies have focused on the supply-side (i.e., stakeholder) aspects in order to discuss the specialization strategies of audit firms (e. Carson 2009 ). The present study additionally contributes to the literature on auditor choice by examining the influence of clients' reporting strategies on their demand for high-quality audits in terms of the selection of specialist auditors; most previous studies of this topic are concerned with the use of Big N (or Non-Big N) auditors to measure this influence. Furthermore, by examining the use of specialist auditors at both the audit firm and partner levels, the present study distinguishes between -actual‖ and -apparent‖ audit quality in the discussion on companies' demand for audits. While the selection of auditors at the individual partner or firm level is widespread in many countries, it is however not generally possible to identify whether the selection is influenced by individual auditors or audit firms, apart from in the case of Taiwan where such data are more readily available. The findings of the present study should therefore provide guidance to stakeholders and government officials in other countries on the question of whether or not the disclosure of individual auditor names aids decision making in their own countries.
The remainder of this paper is organized as follows. In the following section, we present the institutional background, review the relevant literature, and discuss our main hypotheses. The research design, the sample selection process, and the sources of data are all described in the third section. We present the empirical results in the fourth section and discuss our findings in the final section.
2 Background, literature and hypotheses
Institutional background
In the United States (US), audit reports are signed only using the names of audit firms, not of individual auditors, and audit firms take the responsibility for the result of their audits. In Taiwan, however, both the audit firms and the audit partners must sign audit reports, but the responsibility for the audit results is primarily assumed by individual auditors. Article 15 of the Certified Public Accountant (CPA) Act was revised in 2007 and this classified CPA firms into four types, namely: (1) Single-person CPA firm; (2) Colocated CPA firm; (3) Joint CPA firm; (4) Incorporated CPA firm. Most accounting firms in Taiwan are registered as Joint CPA firms; in essence, however, they are co-located CPA firms, which means that they are run jointly by co-located practitioners who accept business and assume liabilities separately and not as a partnership. Therefore, industry specialist knowledge and expertise are not always held at the audit firm (as they are in the US); rather, it is individual auditors who have these attributes.
While most prior studies discuss the demand for high-quality audits based on the size of the audit firm (e.g., Carpenter 5 . This avenue of study is based mainly on agency theory, and assumes the same function for audit firms and auditors given that the roles of audit firms and auditors are difficult to distinguish in the US case. Nevertheless, an audit firm may play a different role from an auditor. Although specialist audit firms may indeed signal high quality, the -actual‖ audit quality is determined by individual auditors, especially in Taiwan where industry expertise is mainly attributable to specialist auditors rather than to specialist audit firms. It is of course possible that managers attempt to elicit a better market reaction while actually avoiding a higher-quality audit, by using the distinct differences in function between audit firms and auditors. To our knowledge, little or no empirical evidence is available to document the audit demand issue from this perspective.
The regulations in Taiwan that require audit partners' names to be disclosed in audit reports provide us with the opportunity to examine the effects of using specialist auditors. Through this unique setting, we are able to discuss companies' demand for audit specialists at both the audit firm and auditor level, and examine further the differences between the functions of audit firms and auditors.
2.2
Literature and hypothesis development Claessens et al. (1999b) point out that, when the holding rates and behavior of specific shareholders allow them to control a company, the nature of the agency problem changes from being characterized by conflicts between owners and managers (the equity agency problem) to being characterized by conflicts between controlling and minority shareholders (the -central agency problem‖). Furthermore, Fan and Wong (2005) indicate that in emerging markets the agency conflicts between controlling owners and minority shareholders are difficult to mitigate through conventional corporate control mechanisms; they suggest that external independent auditors are employed as both monitors and bonding mechanisms. They further find that high-quality auditors can reduce the share price discounts associated with agency conflicts, and provide stricter monitoring by issuing unfavorable opinions.
Because the wider literature suggests that auditor industry specialization is associated with improved rates of error detection and a greater quality of financial statements (e.g., companies are more likely to engage specialist auditors in order to reduce agency conflicts. However, while higher-quality auditors may be more capable of detecting fraud or errors in financial reporting, from the perspective of reporting strategy managers may be disinclined to engage such auditors due to agency conflicts.
Agency conflicts and the demand for specialist audit firms
When a company has a concentrated ownership, a controlling owner may introduce bonding mechanisms, through the use of high-quality auditors for example, in order to mitigate against agency conflict (Jensen and Meckling, 1976) . Most of the literature discusses the demand for high-quality audits based primarily on the size of audit firm, and highquality audits are usually assumed to be provided by large audit firms (e.g., Carpenter . These studies suggest that those companies that experience significant agency conflict are more likely to engage high-quality auditors in order to signal the credibility of their financial statements and reduce the agency problem 6 . Furthermore, studies of industry specialization among large audit firms reveal that specialist auditors provide even greater audit quality and gain even more positive market reactions than non-specialist ones (e.g., Balsam Because of the signaling function of an audit, the selection of an industry-specialist auditor who has a reputation for supplying a higher-quality audit enhances the credibility of financial statements, and should enable companies with significant agency conflicts to reduce their cost of capital. Godfrey and Hamilton (2005) suggest that the probability and potential magnitude of the agency costs associated with accounting distortion increase the price protection for claimholders, and consequently increase the incentives for managers to reduce the level of price protection by adopting credible governance methods, such as hiring specialist or top-tier auditors. In addition, previous studies of auditor specialization suggest that clients of specialist auditors gain better market reactions than other clients (e.g. Companies that experience significant agency conflicts should therefore be more likely to engage auditors with better reputations in order to diminish their agency problems.
Hence, with respect to signaling, this study predicts that the more agency conflicts a company has, the more likely it is to engage specialist audit firms. We therefore propose the following hypothesis:
H1: the more agency conflicts a company has, the more likely it is to engage specialist audit firms.
Agency conflicts and the demand for specialist audit partners
Seen from the perspective of the Conflict of Interest Hypothesis, however, controlling owners may be unwilling to engage high-quality auditors because such auditors may be expected to provide stricter monitoring. Blurred disclosures provide room for controlling owners to gain private benefits. Dunn and Mayhew (2004) suggest that companies may not seek industry-specialists to perform an audit because they wish to avoid any kind of enhanced disclosure.
According to Fan and Wong (2005) , high-quality auditors can reduce the share price discounts associated with agency conflicts while nevertheless providing strict monitoring. With respect to expectation management, Reichelt and Wang (2010) suggest that industry specialist auditors may restrain the earnings management and expectation management activities of their clients. Carcello and Nagy (2004) also find industry specialist auditors to be less likely to be involved in Securities and Exchange Commission (SEC) enforcement actions. In addition, Chin and Chi (2009) suggest that audit quality is mainly attributable to specialist auditors' own industry expertise, rather than to that of their firm. Therefore, companies that experience significant agency conflicts between controlling and minor shareholders should be less likely to engage specialist auditors who provide stricter monitoring.
With respect to the foregoing, we therefore propose the following hypothesis:
H2: the more central agency conflicts a company has, the less likely it is to engage specialist auditors. Table 1 . The original sample contained 10,033 observations, but the exclusion of financial services and insurance companies reduced the number to 9,711. We then deleted 202 and 1,695 observations for insufficient auditor and financial data respectively, resulting in a final sample of 6,712 firm-years. Panels B, C, and D of Table 1 present the distribution of specialist and non-specialist audit firms and auditors across the sample period. There are significantly fewer specialist auditors than specialist audit firms for all sample years. 
Measurement of specialist auditor
Because the audit reports of public companies in Taiwan must disclose the names of audit partners and audit firms, it is possible to measure the specialization of specific audit firms and auditors. We used clients' sales-based market shares of auditors and audit firms for this purpose.
For clients' sales, we measured the specialization of an auditor in a specific industry-year as:
Where SALE is the clients' sales revenue, and the numerator is the sum of the sales of all the clients of of auditor i in industry k. The denominator in Equation (1) is the total sales of industry k.
We then deemed those auditors with market shares greater than 10 percent to be industry specialist auditors, and constructed a dummy variable SPE_IND that equalled 1 if the auditor of a corporation was an industry specialist, and zero otherwise.
Public companies in Taiwan must be audited by two auditors, both of whom must sign the audit report. This requirement for two signatures raises an issue of measurement that concerns the identification of specialist auditors. Thanks to knowledge spillover, whichever partner is the specialist can share his or her knowledge with a whole audit team; consequently, provided that either the leading or concurring auditor is a specialist in the given industry, the company was classed in a group audited by a specialist.
Measures of audit-firm specialists
We used similar procedures to measure the specialization of an audit firm in a specific industryyear. Equation (1) calculates the specialization of an audit firm and identifies audit firms with market shares of more than 10 percent as specialists. We then constructed a dummy variable SPE_FIRM that equalled 1 if the audit firm of a company was an industry specialist, and zero otherwise. GROW  ROA  SIZE  LEV  RD  IH  BD  DUAL  FC  FB  MH  Y   ,  ,  13  ,  ,  12  ,  ,  11  ,  ,  10  ,  ,  9   ,  ,  8  ,  ,  7  ,  ,  6  ,  ,  5  ,  ,  4  ,  ,  3  ,  ,  2 
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where Y= SPE_IND an indicator variable of specialization that equals 1 if company i in industry j for year t is audited by an specialist auditor, and zero otherwise; Y= SPE_FIRM an indicator variable of specialization that equals 1 if company i in industry j for year t is audited by an specialist firm, and zero otherwise; MH management ownership, measured by the percentage of managerial holdings for company i in industry j for year t; FB the percentage of family-held seats on the board of company i in industry j for year t; FC ultimately family-controlled ownership, measured by the percentage of ultimately family-controlled shareholder holdings for company i in industry j for year t; DUAL an indicator variable of CEO duality that equals 1 if a firm's CEO also serves as chairman of the board of directors, and zero otherwise; BD board size, measured by the number of members of a board for company i in industry j for year t; IH institutional holdings, measured as the percentage of institutional ownership for company i in industry j for year t;
RD R&D intensity, measured as R&D expense divided by total assets for company i in industry j for year t; LEV leverage, measured as the amount of long-term debt divided by total assets for company i in industry j for year t; SIZE company size, measured as the natural log of total assets for company i in industry j for year t; ROA the percentage of ROA for company i in industry j for year t; GROW growth opportunity, measured as the natural log of sales revenue for company i in industry j for year t; ABSDA discretional intensity, measured as the absolute value of discretionary accruals based on a modified Jones model.
The main variables discussed in this study are MH (management ownership), FB (the percentage of family-held seats on the board), FC (ultimately family-controlled ownership), and DUAL (CEO duality). According to Claessens et al. (1999b) , when the holding rates and other tactics of specific shareholders allow them to control a company, the nature of the agency problem will alter from being characterized by conflicts between owners and managers to being characterized by conflicts between controlling and minority shareholders. Furthermore, Fang and Wong (2005) suggest that agency conflicts between controlling and minority shareholders increase the likelihood that a company will engage an auditor with a reputation for high-quality audits. Therefore, at the audit firm level we expect MH, FB, FC, and DUAL to be positively associated with the choice of specialist audit firm. With respect to the Conflict of Interest Hypothesis, however, controlling owners may be unwilling to engage high-quality auditors because they may prefer to reduce the amount of monitoring. Hence, at the auditor level, we expect MH, FB, FC, and DUAL to be negatively associated with the choice of specialist auditor.
Following previous studies, we also include variables that have been demonstrated to have effects on companies' choices of auditors. Firstly, we include institutional holdings (IH) to control for the impacts of company corporate governance mechanisms. R&D expenses (R&D) and discretional intensity (ABSDA) are also included, to control for the endogenously generated opportunities for earnings management. Previous authors suggest that companies' operating cycles affect their short-term accruals in working capital accounts, and their capital intensities affect long-term accruals such as depreciation and amortization (Francis et al. 1999 ; Godfrey and Hamilton 2005). The amount of discretional accruals and R&D expenses represent the probability and potential magnitude of the agency costs associated with accounting distortion. Godfrey and Hamilton (2005) demonstrate that R&D intensity is positively associated with the selection of specialist auditors. SIZE is included to control for the fact that large companies are more likely than small ones to engage high-quality auditors. Furthermore, based on previous studies (e.g., Carpenter and Strawser 1971; Francis and Wilson 1988; Willenborg 1999), we include GROW to control for the additional reputational demand for high-quality audits when companies have higher growth opportunities. Leverage (LEV) is included to control for the probability that high-debt firms are required by their lenders to engage highquality auditors for monitoring purposes. Table 2 presents the descriptive statistics of the main variables used to test the influence of agency conflicts on the choice of industry specialist audit firms and auditors. Table 2 shows that about 70% of the sample companies are audited by specialist audit firms, while only about 3% are audited by specialist auditors. The mean (median) of MH is 2.1% (0.9%), implying that on average, the managers of the sample companies control at least 2.1% (0.9%) of the voting rights. The mean of DUAL also shows that on average about one third of the sample companies' CEOs also serve as board chairmen. As far as the controlling rights of family members are concerned, the means (medians) of FB and FC are 58.3% (57.1%) and 12.4% (9.1%) for the sample companies, respectively. This implies that on average, family members possess more than half the seats of the boards of directors and about 10% of the voting rights. This finding is in accordance with previous studies suggesting that ownership concentration and familial control are the principal characteristics of emerging markets. The mean (median) of BD is 9.347 (9.000), similar to the distribution of Chiang and He (2010) 22 . 22 Chiang and He (2010) use a sample of listed companies in Taiwan to examine the associations between structure of boards of directors and company transparency. FC is the ultimately family-controlled ownership that is measured by the percentage of ultimately family-controlled shareholders holdings; DUAL is an indicator variable of CEO duality that equals to 1 if a firm's CEO also serves as chairman of the board of directors; and 0 otherwise; BD is board size that is measured by the amount of members of a board; IH is institutional holdings that is measured by the percentage of institutional holdings; RD is R&D intensity that is measured by R&D expense divided by total assets; LEV is leverage that is measured by the amount of long-term debt divided by total assets; SIZE is company size that is measured by natural log of total assets; ROA is the return on asset; GROW is growth opportunity that is measured by natural log of sales revenue; ABSDA is discretional intensity that measured by absolute value of discretionary accruals estimated by modified Jones model. Statistical significance: *p < .05; **p < .01; ***p < .001. Table 3 shows the correlations among the variables. The specialist variables (SPE_IND and SPE_FIRM) are significantly correlated because audit firms with specialist auditors are more likely to become specialized audit firms. For the main variables of agency conflicts, we find that both MH and CEO are significantly positively associated with SPE_FIRM but negatively associated with SPE_IND, which supports the hypotheses of this study that agency conflicts increase companies' intentions to engage specialist audit firms but decrease their intentions to engage specialist auditors. However, the association between the variables related to family control and the engaging of specialist auditors are conflictive, while FC is significantly negatively associated with SPE_IND, and FB and SPE_IND are positively correlated. In addition, we find that FB is significantly negatively associated with both the managerial control variables MH and DUAL, which suggests that the more a board is controlled by family members, the weaker the controlling rights of managers. However, while FC is shown to be significantly negatively associated with MH, FC and DUAL are significantly positively correlated. This result may reflect the characteristic of family controlled companies that most family final controllers select themselves as board chairmen.
Empirical results

Descriptive Statistics
Logistic Regression Results
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However, for agency conflicts that arise from family control rights, the results show that the coefficients of both FB (percentage of family seats of board) and FC (ultimately family-controlled ownership) are significantly positive at auditor level and negative at audit firm level, which suggest that family-controlled companies are more likely to engage specialist auditors but less likely to engage specialist audit firms. These findings reflect a major characteristic of family controlled companies, namely that in order to secure their ownership, they take a pragmatic approach and agree to be audited strictly by specialist auditors who might reveal any fraud or errors in the company accounts, instead of simply hiring -apparent‖ high quality audit firms for signaling purposes. In addition, R&D expenses (R&D) and discretional intensity (ABSDA), which are suggested to endogenously generate opportunities for earnings management, are significantly positively associated with the engagement of specialist audit firms but negatively associated with the engagement of specialist auditors and both levels of specialist auditor. Thus will the potential magnitude of the agency costs associated with accounting distortion increase the demand for auditors with -apparent‖ higher audit quality, and decrease the possibility of engaging specialist auditors with -actual‖ high audit quality. The results support our hypotheses that agency conflicts will increase companies' demand for specialist audit firms but decrease companies' demand for specialist auditors.
Additional tests
We now describe some of the additional robustness checks we carried out on our data to assess the reliability of our findings, including the test of the effect of firm size, alternative specifications of specialist auditors, the influence of audit experience on specialization, and the influence of leading and concurring auditors.
The effects of firm size
Given that most previous studies of auditor specialization include only specialists employed by Big N firms, we sampled only those companies audited by Big 4 firms, in order to check the robustness of our results. Table 5 presents the logistic regression results for clients of Big 4 firms, and shows that the main findings are similar to those of the total sample.
Alternative specifications of specialist auditors
In order to ensure the results of this study are not driven by the 10% cut-off point of specialist auditors, we use the following alternative cut-off points to define specialist auditors and audit firms to test for robustness. First, we defined the five largest auditors and the two largest audit firms as specialists. The main findings are similar to those shown in Table 4 . Second, we use 20% and 3% as cut-offs, which respectively represent around the first 10% of audit firms' and auditors' market share, to define specialist audit firms and auditors, and again main findings did not change.
The influence of audit experience on specialization
Most of the previous studies related to auditor specialization ignore the influence of auditors' experience in their empirical tests. However, Ferguson et al. (2003) indicate that deep industry knowledge resides in individual experts and is acquired through experience in a specific industry; in other words, auditors' experience in a specific industry should be considered for measuring auditor specializations. Therefore, to consider experience of auditing a specific industry, we use three-year market share to identify specialist auditors for further analysis. Again, the results are similar to those of the main analyses.
The influence of leading and concurring auditors
In Taiwan, public companies must be audited by two auditors, which raises a measurement issue concerning the identification of specialist auditors. Thanks to knowledge spill-over, whichever auditor is the specialist can share his or her knowledge with the whole audit team; therefore, as long as one of a company's leading or concurring auditors is a specialist in an industry, the company will be classified into a group audited by a specialist in our main analyses. However, when selecting auditors, it is possible for the specializations of leading and concurring auditors to be considered separately. For this reason, we separate sample companies into those audited by specialist leading auditors and those audited by specialist concurring auditors. The results shown in Table 6 reveal no distinctly different effect of agency conflicts on the choice of specialist auditors between leading and concurring auditors.
Conclusions
The key objective of this study is to explore the influence of company agency conflicts on the choice of specialist audit firms and auditors. The study examines data on the engagement of specialist audit firms and specialist auditors in order to identify the real intentions of managers in Taiwan. MH managerial ownership that is measured the percentage of managerial holdings; FB is the percentage of family seats of board; FC is the ultimately family-controlled ownership that is measured by the percentage of ultimately family-controlled shareholders holdings; DUAL is an indicator variable of CEO duality that equals to 1 if a firm's CEO also serves as chairman of the board of directors; and 0 otherwise; BD is board size that is measured by the amount of members of a board; IH is institutional holdings that is measured by the percentage of institutional holdings; RD is R&D intensity that is measured by R&D expense divided by total assets; LEV is leverage that is measured by the amount of long-term debt divided by total assets; SIZE is company size that is measured by natural log of total assets; ROA is the return on asset; GROW is growth opportunity that is measured by natural log of sales revenue; ABSDA is discretional intensity that measured by absolute value of discretionary accruals estimated by modified Jones model. Statistical significance: *p < .05; **p < .01; ***p < .001.
Most of the studies that discuss the demand for high quality audits suggest that those companies that experience significant agency conflicts are more likely to engage high quality auditors to reduce the agency problem and signal the credibility of their financial statements. However, from the perspective of reporting strategy, agency conflicts may also cause managers to be disinclined to engage high-quality auditors. In other words, companies may not seek industry-specialist auditors because they wish to avoid enhanced disclosure altogether. Therefore, agency conflicts may not always increase managers' intentions to engage high quality auditors for the sake of better market reactions, and may even reduce managers' inclinations to engage high quality auditors.
While previous studies discuss the correlation between agency conflicts and companies' demand for high quality audits, few discuss them in terms of ownership structure and the different intentions of managers, because the contrasting effects of the agency problem in the decision to engage high-quality auditors are difficult to distinguish. Herein, we use the engagement of specialist audit firms and auditors to identify the real intentions of managers, using data from Taiwan. We propose that specialist auditors possess a higher -actual‖ audit quality than nonspecialist ones, while specialist audit firms may have higher -apparent‖ audit quality than non-specialist ones, and we also propose that a client who chooses a specialist auditor does so to achieve -actual‖ audit quality, while the choice of a specialist audit firm indicates a desire for -apparent‖ audit quality. Moreover, we expect that the agency conflicts that arise from company ownership structures will influence the likelihood that a company will engage specialist audit firms and specialist auditors.
Following previous studies, we use management control factors (e.g., management holdings and CEO duality), family control factors (e.g., numbers of family board members, ultimately family-controlled shareholders), and board structures (e.g., board size and control rights) to examine the association between companies' agency conflicts and their choice of industry specialist audit firms and specialist auditors.
The results for the agency conflicts arising from management control rights show that managerial ownership (MH) and CEO duality (DUAL) are significantly positively associated with the engagement of specialist audit firms but negatively associated with the engagement of specialist auditors and both (firm and individual)levels of specialist auditors. In addition, the results of R&D expenses (R&D) and discretional intensity (ABSDA), which are suggested to generate opportunities for earnings management endogenously, also support our hypotheses.
In summary, our main results support the hypotheses that agency conflicts will increase companies' demand for specialist audit firms but decrease companies' demand for specialist auditors. In other words, the probability and potential magnitude of agency costs associated with interest entrenchment increases the demand for auditors with higher -apparent‖ audit quality with respect to the signaling role of audits, but decreases the possibility of engaging specialist auditors with higher -actual‖ audit quality with respect to substantial monitoring. The results also reflect a major characteristic of familycontrolled companies, that in order to secure their ownership, they assume a pragmatic approach and agree to be strictly audited by specialist auditors who may reveal any fraud or error in the company accounts, rather than simply hiring -apparent‖ high quality audit firms for signaling purposes.
This study contributes to the industry specialist literature by creating a setting from which to examine the demand-side effects of the selection of industryspecialist audit firms and specialist auditors, by considering the impact of companies' agency conflicts between controlling owners and minority shareholders. Most previous studies focus on supplyside aspects in order to discuss the specialization strategies of audit firms. In addition, this study contributes to the literature in auditor choice by examining the influence of clients' reporting strategies on their demand for high-quality audits by specialized auditors; most previous studies use Big N (or Non-Big N) auditors to measure this. Furthermore, by examining specialist auditors at the audit firm and auditor levels, this study distinguishes between -actual‖ and -apparent‖ audit quality in the discussion of companies' demand for audits.
